A corporate finance perspective comparison among HSBC, Hang Seng Bank, and BOCHK. by Lam, Yu-Kan. et al.
A CORPORATE FINANCE PERSPECTIVE COMPARISON 






MBA PROJECT REPORT 
Presented to 
The Graduate School 
In Partial Fulfilment 
of the Requirements for the Degree of 
MASTER OF BUSINESS ADMINISTRATION 
FULL-TIME MBA PROGRAMME 
THE CHINESE UNIVERSITY OF HONG KONG 
May 2003 
The Chinese University of Hong Kong holds the copyright of this project. Any person(s) intending to 
use a part or whole of the materials in the project in a proposed publication must seek copyright release 
from the Dean of the Graduate School. 
JAH 2m j l j 
^ ~ u ® ^ 7 M / / 
^^ SsUBRARY 
APPROVAL 
Name: Lam Yu-Kan, Wong Yik 
Degree: Master of Business Administration 
Title of Project: A Corporate Finance Perspective Comparison 
Among HSBC, Hang Seng Bank, And BOCHK 
Name of Supervisor: Professor Zhang Hua 
Signature of Supervisor 
Date Approved: 3 May 2003 
2 
Abstract 
The purpose of our project is to study and analyze the performance of three banks 
namely: HSBC, Hang Seng Bank, and BOCHK from the corporate finance 
perspective. 
The three banks are the dominant players in the local banking industry; however, they 
are from three different backgrounds. The Hongkong and Shanghai Banking 
Corporation (HSBC) is an international bank, Hang Seng Bank Limited (Hang Seng) 
is a local bank, and Bank of China (Hong Kong) Limited (BOCHK) is China 
capital-based. As one banking expert comments, "BOCHK is a giant operator within a 
well-regulated and first world market economy. However, in virtually every single 
respect the bank itself has all the trappings, not to mention the management abilities 
and risk controls, of a third world b a n k � " We will evaluate if the expert's comment is 
right or not. 
In our study, we first introduced the brief history and corporate strategies of the banks 
to give readers a general idea. Secondly, we evaluated and compared their operating 
‘Bank of China pre-markets IPO 
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and financial performances by using the CAMEL Model and guidelines from Hong 
Kong Monetary Authority. Thirdly, we tried to evaluate the investment potential of the 
three banks by incorporating the past stock performance and some information from 
research reports written by analysts from international and local securities firms. 
4 
TABLE OF CONTENTS 
ABSTRACT 3 
TABLE OF CONTENTS 5 
Chapter 
1. INTRODUCTION OF THE BANKING INDUSTRY IN HK 6 
2. BRIEF HISTORY AND CORPORATE STRATEGIES (WITH CHANGES 
OVER THE HISTORY) 7 
3. OPERATING AND FINANCIAL PERFORMANCE EVALUATION ..…16 
4. LONG-TERM INVESTMENT POTENTIAL 57 




Introduction of the Banking Industry in Hong Kong 
Hong Kong has one of the highest concentrations of banking institutions in the world. 
At December 31，2001, there were 250 authorized institutions reporting to the Hong 
Kong Monetary Authority, of which 147 were licensed banks, 49 were restricted 
licence banks and 54 were deposit-taking companies. An additional 111 foreign banks 
2 have local representative offices in Hong Kong . 
At December 31, 2001, licensed banks collectively had about HKD 5,879 billion in 
assets, HKD 2,028 billion in total loans to customers and HKD 3,317 billion in 
customer deposits, which accounted for about 95.5% of total assets, 93% of total loans 
to customers and 98% of total customer deposits of all authorized institutions in Hong 
Kongl 
The three largest licensed banks in terms of assets are HSBC, BOCHK and Hang Seng 





Brief History and Corporate Strategies (with Changes over the History) 
Brief History 
Hongkong and Shanghai Banking Corporation Limited (stock code: 0005) 
Established in Hong Kong in March 1865 and in Shanghai one month later, the 
Hongkong and Shanghai Banking Corporation is the founding member of the HSBC 
Group and the Group's flagship in Asia and the largest bank incorporated in Hong 
Kong. Known in Chinese as Wayfoong (which translates as "focus of wealth" or 
"abundance of remittances"), the bank is also one of the SAR's three note-issuing 
banks, accounting for more than 62.6% of its banknotes. In addition, Hang Seng Bank 
is a principal member of the HSBC Group, which holds a 62.14% equity interest in the 
Bank4. 
Hang Seng Bank Limited (stock code: 0011) 
Founded in 1933, Hang Seng Bank (whose name in Chinese means "ever-growing") is 
the second largest bank incorporated in Hong Kong. It has some 7,300 employees and 
maintains more than 150 branches and automated banking centres in Hong Kong. 
4 HSBC website 
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Shares in Hang Seng are traded on the London and Hong Kong stock exchanges and 
the bank offers investors in the United States a Sponsored Level-1 American 
Depositary Receipts Program. Hong Kong's major stock market index, the Hang Seng 
Index, is compiled and managed by HSI Services Limited, a wholly owned subsidiary 
of the bank. As a strongly capitalized commercial bank focusing on Hong Kong and 
China, Hang Seng specializes in a wide range of personal wealth management, 
commercial banking, corporate and institutional banking, treasury services and private 
banking services. The Bank operates branches in Guangzhou, Shanghai, Shenzhen and 
Fuzhou and representative offices in Beijing, Xiamen and Taiwan，. 
BOC Hong Kong (Holdings) Limited (stock code: 2388) 
Established on 1 October 2001，Bank of China (Hong Kong) Limited is a Hong Kong 
incorporated licensed bank which combined the businesses of ten of the twelve banks 
in Hong Kong originally under the Bank of China Group. Bank of China (Hong Kong) 
also holds shares in Nanyang Commercial Bank Limited and Chiyu Banking 
Corporation Limited, both of which are incorporated in Hong Kong, as well as BOC 
Credit Card (International) Limited^ The bank enjoys a leading position among local 
5 Hang Seng website 
6 BOC website 
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banks, with a broad customer base and an extensive branch network. The ultimate 
controlling shareholder is Bank of China. 
The ten sister banks including: Bank of China Hong Kong Branch, the Hong Kong 
branches of the seven banks incorporated in the Mainland of China (The Kwangtung 
Provincial Bank, Sin Hua Bank Limited, The China & South Sea Bank Limited, 
Kincheng Banking Corporation, The China State Bank Limited, The National 
Commercial Bank Limited and The Yien Yieh Commercial Bank Limited), as well as 
two locally-incorporated banks, Hua Chiao Commercial Bank Limited and Po Sang 
Bank Limited. 
BOC Hong Kong (Holdings) Limited ("BOCHK Holdings") was incorporated in Hong 
Kong on 12 September 2001 to hold the entire equity interest in Bank of China (Hong 
Kong) Limited, the principal operating subsidiary and one of the three note issuing 
banks in Hong Kong. 
On 1 October 2001, substantially all of the commercial banking businesses and related 
assets and liabilities of nine entities previously within the Bank of China Hong Kong 
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Group were transferred to Po Sang Bank Limited, whose name was changed to Bank 
of China (Hong Kong) Limited on the same date. Nanyang Commercial Bank, Limited, 
Chiyu Banking Corporation Limited and BOC Credit Card (International) Limited 
became subsidiaries of Bank of China (Hong Kong) Limited on 1 October 20017. 
BOCHK Holdings is the second largest commercial banking group in Hong Kong in 
terms of assets and customer deposits. There are three principal lines of business, 
consisting of retail banking, corporate banking and treasury operations. Through 
extensive branch and ATM networks as well as other delivery channels in Hong Kong, 
it offers a comprehensive range of financial products and services to our retail and 
corporate customers. In addition, there are 14 branches in the mainland of China to 
meet the cross-border banking needs of the customers in Hong Kong and China. 
n BOCHK is also one of the SAR's three note-issuing banks • 
Corporate Strategies 
HSBC 
HSBC is targeting to earn big profits by finding the perfect combination of consumer 
7 BOCHK IPO Prospectus 
8 BOCHK IPO Prospectus 
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banking, asset management, investment banking, insurance, and corporate banking. It 
tried to cross-sell financial products, from credit cards to investment funds, around the 
globe. HSBC is also eyeing the possibilities of Internet banking on a global scale. 
Chairman Sir John Bond is determined to finish the job that Former Chairman Purves 
started of turning HSBC into a top-performing, truly global bank. Bond's goal is to 
balance earnings equally between developed and developing countries. So, he is going 
to keep making strategic acquisitions (e.g. Household International in USA). HSBC is 
also boosting its Asian income by playing a more aggressive game!9 
Hang Seng Bank 
In line with its "Managing for Value" strategy, Hang Seng aims to create value for its 
customers through initiatives in the following seven areas ⑴： 
1. Leadership - It aims at service excellence through becoming the best-managed 
commercial bank in Hong Kong. The core business principles are maintaining: 
outstanding customer service; prudent lending; effective and efficient operations; 
strong capital and liquidity; and strict cost discipline. 
9 John Bond's HSBC (int'l edition) 
Hang Seng Bank Website 
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2. Strategic Planning - Under the strategic plan, broad objectives are set for 
businesses and an Annual Operating Plan is drawn up with stated targets towards 
attaining the objectives. Regular reviews and reporting are conducted to assess 
progress. 
3. Customer & Market focus - Hang Seng puts customers first and cultivates total 
customer relationships by understanding and satisfying their financial needs. Detailed 
service standards have been drawn up to guide staff in the delivery of quality. In order 
to meet different customer expectations, segmentation has been widely developed and 
new products and services are tailored to customer needs. Extensive channels 
including focus groups and surveys have been established to ascertain customer 
requirements and satisfaction levels. Market tracking is implemented to monitor the 
bank's performance vis-a-vis its competitors so as to identify improvement 
opportunities. All valid customer complaints are examined regularly at senior 
management meetings. Similarly, outstanding performance is rewarded under a staff 
recognition program. 
4. Information & Analysis - The latest technologies are utilized to identify and 
analyze customer needs in Hang Seng's efforts to provide outstanding service. It has 
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established sophisticated systems to track essential information and data in support of 
key business processes. The systems also allow the bank to analyze comparative 
business information and conduct benchmarking against major competitors so that it 
can adopt best industry practices. 
5. HR Focus - Hang Seng's employees are its key assets and the Bank invests heavily 
in them. It is their specialist knowledge and personalized service that sets the bank 
aside as a quality organization. The service mindset of staff is reinforced regularly 
through training to keep up with changing customer needs. A wide-ranging 
communications process boosts employee participation and further strengthens their 
service mindset. Staff satisfaction is enhanced through personal development 
programmes and through recognition and incentive schemes. The Bank's staff 
turnover rate has been the lowest among major banks in Hong Kong for the past five 
years, highlighting its success as a caring employer. 
6. Process Management - It leverages on its technological leadership to enhance 
services with the objective of outperforming the market. Automation and service 
delivery channels are being expanded to offer greater customer convenience. Smooth 
operations are ensured through the establishment of service pledges on all critical 
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production and delivery processes. These are matched against the best-in-class 
benchmarks in the market and are regularly tracked. 
7. Business Results - Hang Seng has transformed itself into a financial services 
supermarket providing customers with one-stop banking. Its convenient and reliable 
service network conducts more than 20 million financial transactions each month. It 
also supports the development of Hong Kong and China by financing a wide range of 
infrastructure projects. The bank has been found to regularly offer the best 
performance when compared with other competitors. It has recorded a sustained 
increase in customer satisfaction levels. The service commitment is perpetuated at all 
levels of the bank and staff work as a team dedicated to continuous improvement. Its 
corporate tagline ‘Because We Care，conveys the bank's intimate relationship with 
customers and explains its commitment to premium service. 
BOCHK 
Its objective is to maximize the shareholder value by strengthening the position as one 
of the leading commercial banking groups in Hong Kong and increases the 
profitability by focusing on the following strategic initiatives^: 
11 BOCHK IPO Prospectus 
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- I n c r e a s e revenues through more effective cross selling 
- F o c u s on high return product segments 
- I m p r o v e profitability by optimizing asset-liability mix and pricing 
- I m p r o v e asset quality 
- Enhance operating efficiencies 
- I n c r e a s e employee productivity and create a customer-focused culture 
- C a p i t a l i z e on relationship with BOC in China and strengthen position in the Hong 
Kong and the China financial services markets 
Reasons for Comparison: 
The three banks are emphasized in the local operation in Hong Kong. However, they 
are from three different backgrounds, HSBC is an international bank, Hang Seng Bank 
Limited is a local bank, Bank of China, HK is China capital-based. As one banking 
expert comments, "BOC HK is a giant operator within a well-regulated and first world 
market economy. However, in virtually every single respect the bank itself has all the 
trappings, not to mention the management abilities and risk controls, of a third world 
bank. 12" We will see if the expert's comment is right or not. 
12 Bank of China pre-markets IPO 
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Chapter 3 
Operating and Financial Performance Evaluation 
Comparison of corporate information: 
1. Risk management 
Risk Category Explanation 
Credit Risk Risk of loss through default on financial assets 
Insolvency Risk Risk that liabilities will exceed viable assets + equity capital 
L i q u i d i t y ( a n d Risk that a bank will have insufficient liquid funds to meet its 
funding) Risk current obligations 
Market Risk Risk that a change in interest rates, foreign exchange rates or other 
market movements will adversely affect the bank 
Operational Risk Business risks arising from day-to-day operations 
(Business Risk) 




Credit risk is the risk that a customer or counterparty of the group will be unable or 
unwilling to meet a commitment that it has entered into. It arises from the lending, 
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trade finance, treasury and leasing activities. The group has standards, policies and 
procedures in place to control and monitor all such risks. 
The group has a well-established credit risk management process, which involves the 
delegation of approval authorities, control of exposures including those to borrowers 
in financial difficulty, and monitoring of exposures. 
The HSBC Group Head Office is responsible for formulating high-level credit policies; 
the independent review of the Group's larger credit exposures; the control of the 
Group's cross-border exposures, as well as those to banks and financial institutions; 
and the portfolio management of risk concentrations. 
Market Risk 
Market risk is the risk that foreign exchange rates, interest rates, or equity and 
commodity prices will move and result in profits or losses to the group. Market risk 
arises on financial instruments, which are valued at current market prices 
(mark-to-market basis) and those valued at cost plus any accrued interest (accrual 
basis). Trading positions are valued on a marked to market basis. 
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Market risk is managed through risk limits approved by the group Executive 
Committee. Traded Markets Development and Risk, an independent unit within the 
Investment Banking and Markets operation, develops risk management policies and 
measurement techniques, and reviews limit utilization on a daily basis. Risk limits are 
determined for each location and, within location, for each portfolio. Limits are set by 
product and risk type with market liquidity being a principal factor in determining the 
level of limits set. 
Operational Risk 
Operational risk is the risk of loss arising through fraud, unauthorized activities, error, 
omission, inefficiency，and systems failure or from external events. It is inherent to 
every business organization and covers a wide spectrum of issues. 
The group manages this risk through a controls-based environment in which processes 
are documented, authorization is independent and where transactions are reconciled 
and monitored. This is supported by an independent programme of periodic reviews 
undertaken by internal audit and peer benchmarking studies, which ensure that the 
group stays in line with best practice and takes account of lessons learned from 
publicized operational failures within the financial services industry. With effect from 
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the beginning of 2001, operational risk losses are formally monitored quarterly^ ^  
Hang Seng Bank 
Risk management is an integral part of Hang Seng's Business management. The most 
important types of risks to which Hang Seng is exposed to are credit risk, liquid risk, 
market risk and operational risk. Market risk includes foreign exchange, interest rate 
and equity price risks. Hang Seng's risk management policy is designed to identify and 
analyze risks, to set appropriate risk limits and to monitor these risks and limits 
continually by means of reliable and up-to-date management information systems. 
Credit Risk 
Credit risk is the risk that a customer or counterparty will be unable or unwilling to 
meet a commitment that it has entered into with Hang Seng. It arises principally from 
lending, trade fiance, treasury and leasing activities. Hang Seng has standards, policies 
and procedures in place to control and monitor all such risks. Credit Risk Management 
is mandated to provide centralized management of credit risk. The Chief Credit 
Officer who reports to the Chief Executive and functionally reports to the HSBC 
Group Credit and Risk heads CRM. Hang Seng conforms to the HSBC Group 
13 Annual Report, HSBC 
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standards in establishing its credit policies. The responsibilities of CRM: 
- F o r m u l a t i o n of credit policies 
-Es tab l i shment and maintenance of the Large Credit Exposure Policy 
- I s s u e of Lending Guidelines to provide business units with clear guidance 
- Independent review and objective assessment of risk 
- C o n t r o l of exposures to banks and financial institutions 
- C o n t r o l of cross-boarder exposures 
- Control of exposure to certain industries 
- M a i n t e n a n c e of facility grading process 
- R e p o r t i n g to management on aspects of the loan portfolio 
- M a n a g e m e n t and direction of credit-related systems initiatives in the development 
of standard credit-related systems to ensure cost efficiency 
- P r o v i s i o n of advice and guidance to business units on various credit-related issues 
Insolvency Risk 
The definition of a 'non-performing loan'is a central question in efforts to recapitalize 
banks since it determines the amount of capital necessary to fulfill BIS requirements 
and maintain solvency. - Dr. Andrew Freris & Daisy Shum, “A Survey of Banking 
Reform in Asia," Bank of America, July 1999. 
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The implementation of a blanket deposit guarantee policy has the immediate benefit of 
restoring depositor confidence, thereby helping to prevent any systematic crisis. 
However, the blanket guarantee must be reduced as quickly as possible to prevent 
moral hazard. 
It is prudent to provide temporary support to illiquid but solvent and otherwise viable 
banks. All things being equal, however, insolvent banks should not be supported. 
Liquidity (and funding) Risk 
Liquidity management is essential to ensure the Bank has the ability to meet its 
obligations as they fall due. It is Hang Seng's policy to maintain a strong liquidity 
position by properly managing the liquidity structure of its assets, liabilities and 
commitments so that cash flows are appropriately balanced and all funding obligations 
are comfortably met. 
Hang Seng is required to comply with the regulatory liquidity requirement, mainly to 
maintain the liquidity ratio in accordance with the Schedule of the Hong Kong 
Banking Ordinance. Hang Seng's average liquidity ratio in 2002 amounted to 44.4% 
(45.6% in 2001) well exceeded the minimum requirement of 25%. In addition, Hang 
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Seng also complies with the HSBC Group liquidity requirement, which imposes 
stricter criteria for the holding of liquid assets, as prescribed by the HSBC Group 
Executive Committee. 
Hang Seng has established policies and procedures to monitor and control liquidity 
position on a daily basis adopting a cash flow management approach. Hang Seng 
always maintains a stock of high quality liquid assets to ensure the availability of 
sufficient cash flow to meet its financial commitments, including customer deposits on 
maturity and undrawn facilities, over a specified future period. 
As a source offiinding, Hang Seng maintains a diversified and stable customer deposit 
base, both by maturity and market segment. Hang Seng is active in the local money 
and capital markets to manage the maturity profile of assets and to secure the 
availability of interbank and wholesale deposits at market rates. 
Market Risk 
Market risk is the risk that the movements in interest rates, foreign exchange rates or 
equity and commodity prices will result in profits or losses to Hang Seng. Market risk 
arises on financial instruments that are valued at current market prices 
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(mark-to-market basis) and those valued at cost plus any accrued interest (accrual 
basis). Hang Seng's market risk arises from customer-related business and from 
position taking. 
Hang Seng adopts the risk management policies and risk measurement techniques 
developed by the HSBC Group. 
Hang Seng has obtained approval from the Hong Kong Monetary Authority for the use 
of its VAR model to calculate market risk for capital adequacy reporting. 
Operational risk 
Operational risk is the risk of economic loss arising through fraud, unauthorized 
activities, error, omission, inefficiency, and systems failure or from external events. 
The risk of losses caused by human error and fraud is mitigated under a 
well-established internal control environment in which processes are documented, 
authorization is independent and where transactions are reconciled and monitored. 
Adequate insurance cover is taken to minimize losses in business operation and on 
holding of fixed assets. To reduce the impact of and interruptions to business activities 
caused by system failure or natural disaster, back-up systems and contingency 
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business resumption plans are in place for all business and critical back-office 
functions. Back-up computer systems and business resumption back-up sites are 
maintained. Detailed contingency recovery procedures are clearly documented, with 
periodic drills conducted to ensure the procedure are current and correct�4. 
BOC Hong Kong (Holdings) Limited 
Management of risk is fundamental to the business of the Group and is an integral part 
of its strategy. The principal types of risk inherent in the Group's business include 
credit risk, market risk (including interest rate and exchange rate risk), liquidity risk 
and operational risk. The group's risk management goal is to maximize its long-term 
risk-adjusted return on capital, reduce the wide volatility in earnings and increase 
shareholder value, while maintaining its risk exposures within acceptable limits. 
To achieve BOCHK's risk management goals, BOCHK established, in connection 
with its reorganization, a more centralized, independent and comprehensive risk 
management structure that involves the following elements: 
- A standardized corporation governance structure to provide active oversight and 
participation by the Board of Directors, committees and senior management; 
14 Annual Report, Hang Seng Bank 
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- R e p o r t i n g lines that are independent of BOCHK's Strategic Business Units 
("SBUs")； 
- U n i f o r m risk management policies, procedures and limits by which BOCHK 
identifies, measures, monitors and controls inherent risks; 
- I m p r o v e d risk measurement, monitoring and management information systems to 
support business activities and risk management; and 
- Clearly defined risk management responsibilities and accountability. 
BOCHK has developed and implemented comprehensive risk management policies 
and procedures to identify, measure, monitor and control credit risk, market risk, 
liquidity risk and operational risk across the organization. The Risk Management 
Committee under the Board of Directors is responsible for approving risk management 
policies and procedures and significant asset and liability management policies 
proposed by the Asset and Liability Management Committee. 
Each SBU is responsible for implementation of appropriate policies, procedures and 
controls in relation to risk management. The Chief Risk Officer oversees and monitors 
the operations of the Risk Management Department and reports directly to the Risk 
Management Committee. The Chief Risk Officer is also responsible for assisting the 
25 
Chief Executive on the bank-wide credit risk, market risk and operational risk 
management and submitting to the RMC the independent risk management report each 
month. 
BOCHK's principal banking subsidiaries, Nanyang and Chiyu, also face the same 
types of inherent business risks and they adopt consistent risk management strategies 
and policies as BOCHK. These subsidiaries execute their risk management strategy 
independently and report to BOCHK's management on a regular basis.^^ 
2. Corporate / Investment Bank / Investment Development 
HSBC 
Corporate, Investment Banking and Markets includes the relationship with large 
corporate and institutional customers together with the group's treasury and 
investment banking operations. 
In 2002, Corporate, Investment Banking and Markets operating profit before 
provisions rose by 2% to HK$12.8 billion. Fee income from Corporate, Investment 
Banking and Markets increased by HK$240 million, or 6.1% compared with 2001 
15 Annual Report, BOCHK 
26 
mainly due to higher income from structured finance and corporate finance in the bank 
in Hong Kong.�6 
Hang Seng Bank 
Hang Seng's corporate and institutional banking contributed 8.3% and treasury 
contributed 17.7% to profit of2002^'^. 
BOCHK 
BOCHK is one of the leaders in the corporate banking sector in Hong Kong. At 
December 31, 2001, BOCHK is one of the two largest corporate lenders in Hong Kong, 
with a 15,6% market share in outstanding loans and an active participant of syndicated 
loan transactions. It conducts its corporate banking business primarily through 
BOCHK's corporate banking and treasury strategic business unit. For the year ended 
December 31, 2001, the corporate banking operations represented 32.8% of the total 
operating income. The corporate banking products include both loan products and 
non-interest income-based services. It delivers corporate banking products and 
services through a combination of branch network, service centres, correspondent 
banks and online banking. 
16 Annual Report, HSBC 
17 Annual Report, Hang Seng Bank 
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It intends to take advantage of the Restructuring and Merger to strengthen the status as 
a leading corporate banking group in Hong Kong. It focuses on the following aspects 
of the corporate banking operations: 
- M e e t the specific needs of the customers through an integrated 
customer-focused, sales-driven organization structure. 
- D e v e l o p strategic products and services that will enhance the revenue and 
probability. 
- Improve the quality of corporate loan portfolio. 
- I n c r e a s e the use of online channels to distribute corporate banking products and 
services. 
Rating the Bank 
HSBCis 
: ~ s t a n d a r d & Moody's Poo 二 & P � Fitch 
HK$ issues ("local currency") 
Long Term Debt [AS [AA^ Not Rated 
Long Term Deposits AA_ Not Rated 
Outlook Stable Negative Not Rated 
丨8 HSBC Website 
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Non HK$ issues ("foreign currency") 
Long Term Debt |A3 [a+ [KA-
Long Term Deposits A3 A+ AA-
Outlook Positive Stable Stable 
Hang Seng Bank 
Investors use credit ratings as indications of the likelihood of getting their money back 
in accordance with the terms on which they invested. - Fitch Ratings Brochure, 
October 2000, Hang Seng Bank 
Moody's Investors Service upgraded the long-term local currency deposit rating for 
Hang Seng to Aa3 from A2 and the short-term foreign currency deposit rating to 
Prime 1 from Prime 2 in August 2000. The Aa3 and Prime 1 ratings, as well as the 
Bank's long-term foreign currency deposit rating of A3 and Bank Financial Strength 
Rating of B - the highest rating among Moody's rated Hong Kong banks - were 
affirmed in October 2001. 
Standard and Poor's affirmed the 'Api' credit rating for the Bank in December 2002 --
the rating was the highest rating based on public information for banks in Hong Kong. 
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Fitch, a European rating agency, has upgraded Hang Seng's Individual rating to A/B 
since May 2000 - the highest for Asian banks'^. 
BOCHK 
Ratings Financial 
Long-term Short-term Outlook 
Agency Strength 
Standard & 
BBB+ A-2 Stable --
Poor's 
Moody's B ^ P ^ Stable C-
Standard & Poor's 
HONG KONG, July 18, 2002 - Standard & Poor's affirmed triple-'B'-plus long-term 
and 'A-2' short-term counterparty credit ratings to Bank of China (Hong Kong) 
Limited. The outlook on the long-term counterparty credit rating is stable. 
Moody's Investors Service 
HONG KONG, January 31, 2002 - Moody's Investors Service assigned 'Baal' 
long-term and 'P-2' short-term deposit ratings and a 'C-' Financial Strength Rating to 
20 Bank of China (Hong Kong) Limited. The outlook on the ratings is stable . 
Hang Seng Bank Website 
20 BOCHK Website 
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Figure Highlights 
Year to 31 Dec 2002 I H S B C iHang Seng I B O C H K 
Net Profit (million) $48,664 $9,961 $6,800 
Change (%) +25.0 ^ +134.40 
l i ^ $5,176 $5.21 $0.6311 
Change (%) +22.8 T s +1.41 
D ^ $3.19 $5.40 0.215 
P/E (X) I M 
Yield (%) ^ i s 
P/B (x) 2^0 J ^ 1.55 
(Source: Annual Report 2002 of HSBC, Hang Seng, BOCHK) 
Figure Highlights 
Year to 31 Dec 2002 I H S B C iHang Seng IBOC H K 
Net interest margins 2.54 2.46 1.98 
Non-interest income ratio 41.9 28.38 22.78 
Cost-to-income ratio 38.6 25.4 33.31 
Loans loss provision/Loans / 0.25 1.19 
Loan growth / 0.83 -1.81 
Deposit growth / 0.49 -0.18 
Loan-to-deposit ratio / 56.9 53.42 
NPL ratio ^ 7.99 
Return on average equity 12.6 22.48 12.23 
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Return on average assets 0.86 2.1 0.91 
CAR 14J 13.99 
(Source: Annual Report 2002 of HSBC, Hang Seng, BOCHK) 
Comparison by using CAMEL Model 
The CAMEL model is used to categorize the key elements of a bank's financial 
condition that affect its creditworthiness^\ The five elements are: 
- C for Capital Adequacy 
- A for Asset Quality & Risk Control 
- M for Management & Strategy and Banking Environment 
- E for Earnings & Profitability 
- L for Liquidity 
1. Capital Adequacy 
The internationally accepted capital adequacy framework proposed by the Basle 
Committee on Banking Supervision in 1988 has been applied in Hong Kong since the 
end of 1989. The locally incorporated institutions report their capital adequacy ratios 
(CARs) through a return on Capital Adequacy Ratio. The consolidated CAR for 
21 The Bank Credit Analysis Handbook: A Guide for Analysts, Bankers, and Investors 
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locally incorporated institutions as a whole was well in excess of the minimum 
international standard of 8% set by the Basle Committee. 
HKMA has also developed a market risk capital adequacy regime in Hong Kong based 
on the Amendment to the Capital Accord to incorporate market risks issued by the 
Basle Committee in January 1996. The market risk capital adequacy regime has been 
in effect since 31 December 1997. HKMA has adopted a three-tier approach in 
implementing the regime, namely the standardized approach, the models approach (the 
22 
use of which is subject to the HKMA's approval) and a de minimis exemption . 
Locally incorporated institutions report their adjusted CARs incorporating market risk 
through a return on Market Risk Exposures. 
Capital Adequacy Ratio (CAR) is the ratio of an authorized institution's capital base to 
its risk-weighted credit exposures. The method and components used in the calculation 
are specified in the Third Schedule to the Banking Ordinance. 
Locally incorporated authorized institutions are required to adhere to the minimum 8% 
22 HKMA 
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capital adequacy ratio, but the HKMA may increase the ratio to: (a) not more than 
12% in the case of a bank; or (b) not more than 16%, in the case of a deposit-taking 
company or a restricted licence bank. Each locally incorporated authorized institution 
is assigned a minimum ratio on an unconsolidated (solo) basis or on a consolidated 
and unconsolidated basis within the range specified by the Ordinance^]. 
Adjusted CAR: The market risk capital adequacy regime requires locally incorporated 
authorized institutions to maintain adequate capital to support their market risk 
exposures. The regime involves the calculation of an adjusted CAR, which is 
expressed as the ratio of capital base to the total of market risk and credit risk 
exposures. 
The banks' capital adequacy ratios calculated in accordance with the provisions of the 
Third Schedule of the Banking Ordinance, which does not take into account market 
risk, are on the next page: 
Year to 31 Dec 2002 HSBC Hang S e n g B O C HK 
Total capital ratio {%) 
Tier 1 capital ratio (%) ^ 1 
(Source: Annual Report 2002 of HSBC, Hang Seng, BOCHK) 
23 HKMA 
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The above table shows the Capital Adequacy Ratio of the three banks. It is clear that 
they are well in excess of the minimum international standard of 8%. Generally 
speaking, the local banks' CAR ratio exceeds 11%. While, Tier 1 capital (core capital) 
was defined as equity capital, i.e. issued and fully paid ordinary shares / common 
stock and non-cumulative perpetual preferred stock (but excluding cumulative 
preferred stocks), plus disclosed (equity) reserves, minus goodwill and investments in 
unconsolidated financial subsidiaries^"^. 
Conclusion: For Capital Adequacy, it is clear that the three banks are able to maintain 
a higher than international standard ratio. Hang Seng and BOCHK got an even higher 
ratio than HSBC (with HK's contribution of 33.6% in 2002) because these two banks 
are more focused in the local market and business, so they tended to maintain a more 
prudent image to the general public. 
2. Asset Quality & Risk Control 
Not all of the bank's customers will pay back the loans extended in full. In bank's 
jargon, not all loans will perform. Therefore, non-performing loans (NPLs) or 
advances may occur. 
21 The Bank Credit Analysis Handbook: A Guide for Analysts, Bankers, and Investors 
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Non-performing advances to customers are those advances where full repayment of 
principal or interest is considered unlikely. Non-performing advances may include 
advances that are not yet more than three months overdue but are considered doubtful. 
Advances are classified as non-performing as soon as it becomes apparent that full 
recovery of the advance is unlikely. Except in certain limited circumstances, all 
advances on which principal or interest is more than three months overdue are 
classified as non-performing. 
The banks' advances amounts are huge, so a small fraction of customers non-perform 
the loans will have a dramatic adverse effect on the banks' financial statements. 
Year to 31 Dec 2 0 0 2 I H S B C iHang Seng IBOC H K 
NPL ratio 2.42% 2.59% 7.99% 
(Source: Annual Report 2002 of HSBC, Hang Seng, BOCHK) 
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The above table indicated that among the three banks, BOC HK's NPL ratio is highest. 
These bad debts are largely due to the poor risk management by its sister banks in the 
past. Moreover, it plans to half-cut its ratio to the industry average level (below 5%) as 
soon as possible. HSBC and Hang Seng have the lower than average NPL ratio. 
Conclusion: For Asset Quality, it is clear that HSBC and Hang Seng are able to 
manage a lower than industry average standard, but BOCHK is a poor performer here 
(with its historical problem of huge bad debt in policy loans). It is obvious that HSBC 
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and Hang Seng outperform BOCHK in Asset quality in the CAMEL model. 
The high NPL ratio is critical for BOCHK, the ratio now stood at about 8.0% 
(improving from 9.0% as at June 2002 and 11.0% as at December 2001). The fall in 
NPL ratio was mainly due to the carving out ofNPLs in preparation for the IPO listing. 
It resolved HK$ 9545 million of bad debts in financial year 2002, the continued action 
will help to bring down NPLs. In addition, BOCHK should put greater efforts in 
controlling the quality of new lending (for example, lending to SMEs and some 
Chinese-affiliated companies) and recovering bad debts. 
3. Management & Strategy and Banking Environment 
Quality of management is an extremely important aspect, and is perhaps the most 
slippery. Management is important because it is both the key variable that determines a 
bank's success or failure, and the most unpredictable. Analyzing management is a 
largely qualitative and subjective exercise^^ Corporate governance issues should not 
be ignored. 
Efficiency ratio includes branch operation efficiency, staff operation efficiency and 
21 The Bank Credit Analysis Handbook: A Guide for Analysts, Bankers, and Investors 
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cost-income-ratio. 
Profit before tax 
Financial Year\Bank HSBC Hang Seng BOCHK 
33,661M 11,242M 8,068M 
^ 34,635M 11,514M 3,733M 
2000 34，636M 11,675M 6,376M 
(Source: Annual Report 2002, 2001, 2000 of HSBC, Hang Seng, BOCHK) 
Total branch number 
~~~Financial Y e a r \ B a n k H S B C Hang S e n g B O C H K 
^ around 162* 3^9 
20m m around 162* ^ 
2000 ^ aroundl62* around 358 
* Including automatic automated banking centres and 6 mainland branches 
(Source: Annual Report 2002，2001, 2000 of HSBC, Hang Seng, BOCHK) 
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Total staff number 
Financial Y e a r \ B a n k H S B C Hang Seng BOCHK 
2S02 15,670 ( H K ) 7 , 2 7 9 (Staff C o s t 1 3 , 4 3 9 (Staff Cost 
40,687 (Total) decreases by 9.2%) decreases by 3.0%) 
^ 16,373(HK) 13,723 
40,108 (Total) 
2000 16130 (HK) 7,449 14,480 
37,855 (Total) (2000/12/31) 
J I I 
(Source: Annual Report 2002, 2001, 2000 of HSBC, Hang Seng, BOCHK) 
Profit before tax per branch 
Financial Y e a r V B a n k H S B C Hang Seng BOCHK 
2002 52.7M 69.4M 25.3M 
^ 54.9M 71.IM 10.7M 
2000 57.6M 72.1M 17.8M 
(Source: Annual Report 2002，2001, 2000 of HSBC, Hang Seng, BOCHK) 
Branch Operation Efficiency 
For all the 3 financial years, Hang Seng was the highest, HSBC was in between, and 
BOCHK was the lowest. And for HSBC and Hang Seng, the continuous decrease for 
2000 to 2001 and to 2002 reflected the difficult banking operation environment. For 
BOCHK, after the merger, the branch operation efficiency increased significantly 40 
because of big reduction in branch number due to plan: merge of branches in the same 
region. 
Profit before tax per staff 
Financial YearVBank HSBC Hang Seng BOCHK 
2 0 ^ 0.83M 1.54M 0.60M 
^ 0.86M 1.54M 0.27M 
^ 0.91M 1.57M 0.44M 
Staff Operation efficiency 
For all the 3 financial years, Hang Seng was the highest, HSBC was in between, and 
BOCHK was the lowest. Hang Seng is famous for her high staff operation efficiency 
for long time. After the merger, BOCHK seemed improve a lot due to big reduction of 
staff numbers. And for HSBC, the reduction from 2000 to 2001 and to 2002 reflected 
the difficult banking operation environment these years. 
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Cost-to-income Ratio 
First Half 2 0 0 2 S e c o n d Half 2001 First Half 2001 
Hang Seng 23.8 
Wing Hang ^ ^ 
BOCHK 32^ 
Dah Sing ^ 4L9 4L6 
Standard Chartered ^ ^ ^ 
^ i X ^ ^ ^ 




By comparing the cost-to-income ratio, we conclude that Hang Seng has the highest 
ROE, as its cost control scheme is most effective - the lowest cost-to-income ratio in 
the table. BOCHK's cost control scheme is successful but still has plenty of room for 
improvement. HSBC has the highest cost-to-income ratio. 
Corporate Governance 
HSBC 
The nominal contract amounts, credit equivalent amounts and risk-weighted amounts 
of off-balance sheet transactions are calculated. The credit equivalent amounts are 
calculated for the purposes of deriving the risk-weighted amounts. These are 
assessed in accordance with the Third Schedule of the Banking Ordinance on capital 
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adequacy and depend on the status of the counterparty and the maturity 
characteristics . 
Hang Seng Bank 
Hang Seng Bank is committed to high standards of corporate governance and has 
followed the module on "Corporate Governance of Locally Incorporated Authorized 
Institutions" under the supervisory Policy manual issued by the Hong Kong Monetary 
Authority in September 2001. It has also compiled throughout the year with the 
Code of Best Practice adopted by the Bank^^. 
BOCHK 
In accordance with international standards, BOCHK is governed by a board of 
directors, which sets strategies and parameters for management to enhance shareholder 
interests. The Board included independent Directors to provide independent oversight 
and minority shareholder protection. In particular, the Board's audit committee, which 
includes 4 independent Directors among its 7 members and is chaired by an 
independent Director, oversees the auditing and compliance with applicable statutory 
accounting and reporting requirements. Furthermore, the Board's risk management 
26 Annual Report, HSBC 
Annual Report, Hang Seng Bank 
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committee, which includes 1 independent Director among its 7 Directors and 
management-voting members, is responsible for monitoring the implementation of the 
risk management policies and procedures'^ 
Mainland Business 
HSBC 
When China Joins WTO, HSBC was involved in the "occupying the beach" event in 
Beijing. And in 2002，1,312 staff was employed in the Group's service centres in 
Mainland China^^. 
Hang Seng Bank 
In 2002, the advances increase 2.3% to HK$9.8 Billion, 4.3% of total advances. Hang 
Seng's mainland strategies mainly were to expand branches, and develop e-banking... 
The major mainland initiative comes from Renminbi Services. And the opportunities 
come from Credit card, insurance, services, and investment. There are branches in 
Shanghai, Guanzhou, and Shengzhen. Hang Seng also put emphasis on Securities 
Investment. Mainland New Branches include Puxi and Nanjing. There is also increase 
28 Annual Report, BOCHK 
29 Annual Report, HSBC 
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in non-interest income, cross selling and market share . 
BOCHK 
China business is one of the key components of the bank's long-term growth strategies 
and represents the bank's competitive edge. 
To facilitate the development of the business in the Mainland of China, the bank 
established the "China Business Committee" for decision-making and the "China 
Business Steering Committee" to provide operational guidance. The "Mainland 
Branches Business Development" was restructured to become "China Business Head 
Office" in November 2002. 12 of 14 Mainland branches and sub-branches were 
granted official approval to offer comprehensive foreign currency services. In tandem, 
5 of Mainland branches and sub-branches became eligible to conduct Renminbi 
business with foreign individuals and foreign funded enterprises. 
In the credit card business, in 2002, the bank more than doubled the number of cards 
issued and cardholder spending for Great Wall International Card, which was for 
Mainland customers. Great Wall Renmibi Card, the first Renminbi credit card 
Annual Report, Hang Seng Bank 
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introduced to Hong Kong consumers for use in the Mainland, grew by more than 3 
times in the number of cards issued. 
The bank maintained the leading position in the merchant acquiring business in 
Mainland, witnessing a 19.8% growth in transaction value as compared with the 
previous year. 
In 2002, the bank was mandated as the Hong Kong dollar cheque bilateral clearing 
agency for both Guangdong Province and Shenzhen. The bank was also designated to 
act as the Hong Kong agent in developing the Shenzhen-Hong Kong Real Time Gross 
Settlement System, which provides a real time, safe and low cost electronic means of 
31 cross-border fund settlement between banks in Shenzhen and Hong Kong. 
For the opportunities in Mainland China, BOC is the parent company of BOCHK and 
has an extensive network in China. Obviously BOCHK has a better connection with 
China government than its peers. Nevertheless, as a foreign bank, BOCHK seems 
unlikely to compete head on with its parent company no-matter it develops either 
foreign currency or RMB business in China^^. We believe there is a long way for 
31 Annual Report, BOCHK 
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BOCHK to develop a large-scale business in China, even though it has the potential to 
become an early bird given its close relationship with China government. 
Conclusion: The banking environment in 2002 had the following characteristics: 
intense competition, weak loan demand and narrowing margins. For branch 
operation efficiency and staff operation efficiency, Hang Seng was the highest for 
2000, 2001 and 2002, HSBC was in between, and BOCHK was the lowest. This may 
partly due to the efficient management, and partly due to the high talents of the human 
capital of Hang Seng. And there was obvious improvement of BOCHK after the 
merger because one of the major objectives of the merger was to increase efficiency in 
operation, by strengthening management and reducing the number of staff of the 
BOCHK Group. By comparing the cost-to-income ratio, we conclude that Hang Seng 
has the highest return on equity, as its cost control scheme is most effective - the 
lowest cost-to-income ratio in the industry. BOCHK's is in between, while HSBC has 
the highest. 
Corporate governance was heavily emphasized in HSBC, Hang Seng and BOCHK; 
this could be reflected by the large amount of content of corporate governance in the 




event of Enron in US. 
HSBC involved in the "occupying the beach" event in Beijing and employed more 
staff in the Group's service centres in mainland China in 2002. Both Hang Seng and 
BOCHK also put a lot of emphasis on the mainland business; this could be revealed by 
the business volume, wide variety of product range, and expanding of new branches. 
It is reasonable that all the 3 banks want to have a share in the huge potential market 
(Saving service for residents, corporate lending service for those JVs, Franchises) and 
earn a profit in the tide of WTO, especially banking is one of the industry China will 
gradually introduce more development space for foreign banks, and for BOCHK, 
China market is also her target. 
4. Earnings & Profitability 
(Post tax) Return on assets or average assets 
Financial Year\Bank HSBC Hang Seng BOCHK 
1 2 l % 0.91% 
^ 1.73% 2^1% 0.36% 
2000 1.77% 2X% 0.63% 
(Source: Annual Report 2002, 2001, 2000 of HSBC, Hang Seng, BOCHK) 
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For all the 3 financial years, Hang Seng had the highest (Post tax) Return on assets or 
average assets; HSBC was in between, while BOC HK was the lowest. 
Return on equity or average equity (shareholder's funds) 
Financial Year\Bank HSBC Hang Seng BOCHK 
2002 30.0% 22.9% 12.23% 
^ 32.2% 23.0% 7.31% 
31.8% 22.7% / 
(Source: Annual Report 2002, 2001, 2000 ofHSBC, Hang Seng, BOCHK) 
For all the 3 financial years, HSBC had the highest Return on equity or average equity 
(shareholder's funds); Hang Seng was in between, while BOC HK was the lowest. 
Net interest margin; (Net interest spread 一 Free Funds Contribution) 
Financial Y e a r V B a n k H S B C Hang Seng BOCHK 
2.54% 2.46% 1.98% 
2.47% (HK) 
2.57% 2.56% 1.95% 
2.48% (HK) 
2.55% 2.68% 2.06% 
2.47% (HK) 
(Source: Annual Report 2002, 2001, 2000 ofHSBC, Hang Seng, BOCHK) 
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On the whole trend, Hang Seng had the highest Net interest margin (decreased quite a 
lot for the past 3 years), HSBC was in between (quite stable for Bank in HK for the 
past 3 years), while BOC HK was the lowest. 
Net interest spread 
Financial Y e a r V B a n k H S B C Hang Seng BOC HK 
2.42% 2.36% 1.85% 
2.61% (HK) 
20m 2.28% 2.28% 1.67% 
2.48% (HK) 
2.08% 2.19% / 
2.47% (HK) 
(Source: Annual Report 2002, 2001, 2000 of HSBC, Hang Seng, BOCHK) 
On the whole trend, for Net interest spread, HSBC (Bank in HK) was the highest 
(increased quite a lot for the past 3 years); Hang Seng was in between, while BOCHK 
was the lowest. 
Conclusion: For earnings and profitability, HSBC and Hang Seng was relatively closer, 
while they were relatively higher than that of BOC HK, it may be partly due to 
BOCHK was newly listed on the stock market, and both HSBC and Hang Seng were 
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relatively well established long enough. 
HSBC 
In 2002, Net interest income increased in 2002 by HK$371M, or 0.9%, compared with 
2001, to HK$39,645M primarily generated by a strong performance from treasury and 
growth in personal lending. These were substantially offset by a HK$2,490M lower 
contribution from net free funds, reflecting lower interest rates, and reduced spreads 
on home mortgage loans in Hong Kong that led to a HK$1,106M reduction in net 
interest income. Despite the continued pressure on mortgage pricing, net interest 
income from Personal Financial Services grew by HK$833M, or 4.0%, over 2001. 
Net interest income from Corporate, Investment Banking and Markets increased by 
HK$978M, or 8.5%, mainly in the bank in Hong Kong^l 
Hang Seng Bank 
In 2002, net interest margin reduced by 10 basis points to 2.46% compared with 2001. 
Spread improved by 8 basis points mainly attributable to higher spreads on debt 
securities and growth in lower cost savings accounts which improved spread by 11 and 
five basis points respectively, together with a wider spread on time deposits which 
“Annual Report, HSBC 
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accounted for a four basis point improvement. These were partly offset by a 12 basis 
points reduction due to lower spreads on mortgages, including loans made under the 
Government Home Ownership Scheme. The fall in average interest rates resulted in 
a reduction of 18 basis points to 10 basis points in the contribution from net free funds. 
For the components of Net Interest Spread, investment securities, savings deposits and 
time deposits spread increased in 2002, while mortgage yield decreased in 2002. The 
profitability of Hang Seng increased in 2002, it was partly due to both the rising in the 
market share of loans for use in HK and deposits. And the lending to industrial, 
commercial and financial sector increased by 4.6%. And trade finance increased by 
3.4o/O34. 
BOCHK 
The profitability of BOCHK increased during 2002, it was because the bank 
introduced a diverse range of products and services that allowed the group to 
capitalize on opportunities existent in the market. The group further made use of the 
extensive distribution network and strengthened capabilities, post-restructuring, in 
product development and marketing. The group's efforts in cross-selling broadened 
34 Annual Report & Annual PowerPoint Presentation File, Hang Seng 
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the customer base and the businesses. 
5. Liquidity (and Funding) 
Liquidity Assets Ratio (Liquid Assets / Assets) 
Liquid assets generally include: Cash, Marketable Securities, Government Securities, 
Interbank Deposits, and Short Term Marketable Securities. It is also known as 
quasi-liquid assets ratio: 
Liquidity Ratio (Interbank assets, funds lent pursuant to securities repurchase 
agreements, trading account assets, short-term securities) / (Deposits + fiinds borrowed 
pursuant to securities repurchase agreements + commercial paper and short term debt 
issued) 
Or, (Liquid Assets) / (Short Term Liabilities)^^ 
The Banking Ordinance requires banks operating in Hong Kong to maintain a 
minimum liquidity ratio, calculated in accordance with the provisions of the Fourth 
Schedule of the Banking Ordinance, of 25%. This requirement applies separately to 
BOCHK, Annual Report 
The Bank Credit Analysis Handbook: A Guide for Analysts, Bankers, and Investors 
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the Hong Kong branches of the bank and to those subsidiary companies, which are 
Authorized Institutions under the Banking Ordinance in Hong Kong. 
^Financ ia l Y e a r \ B a n k H S B C Hang Seng BOCHK 
(Average liquidity ratio (HK branches) 
for the period) 
2 0 ^ 51.1% 44.40/0 41.17% 
^ 54.1% 45.6% 39.88% 
47.0% 43.30/0 / 
(Source: Annual Report 2002，2001, 2000 of HSBC, Hang Seng, BOCHK) 
For all the 3 financial years, HSBC (HK branches) had the highest average liquidity 
ratio for the period; Hang Seng was in between, while BOC HK was the lowest. 
Loans to Deposits (Net Loans) / (Deposits): 
- 7 0 - 9 0 % is acceptable 
- 9 0 - 1 0 0 % marginal 
- o v e r 100% risky 
- 60-70% conservative 
- b e l o w 60% perhaps excessively conservative 
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Or 1) substitute customer deposits for total deposits 
2) substitute customer loans for total loans^^ 
Financial Year\Bank HSBC Hang Seng BOC HK 
1 56.2% 53.42% 
1 52.5% 53.27% 
/ 50.6% 54.43% 
(Source: Annual Report 2002, 2001, 2000 of HSBC, Hang Seng, BOCHK) 
For the Loans to Deposits ratio, Hang Seng had a greater variation with a decreasing 
trend, BOCHK was also decreasing, but the range was narrower. 
Conclusion: HSBC was the one with highest liquidity, Hang Seng was in between, and 
BOC HK was the lowest. 
According to the article: Deloitte louche Tohmatsu reports that cost of implementing 
new Basel Capital Accord outweigh benefits for local banks, in 2001, Liquidity 
remained high with listed banks, averaging 48.44% and non-listed banks averaging 
73.11%. In comparison, the 3 banks, only HSBC was above average (54.1% vs. 
The Bank Credit Analysis Handbook: A Guide for Analysts, Bankers, and Investors 
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48.44%), Hang Seng was a bit lower (45.6% vs. 48.44%), while BOCHK was 
underperformed (39.88% vs. 73.11%, not listed yet in 2001). The reason for 
BOCHK's underperformance was partly because prior to restructuring and merger, the 
liquidity ratio of each of the transferring banks was managed on an individual basis, so 
it was not under well control. And it was also partly because of the huge deposit base 
of BOCHK (transferring banks) as HK people have strong confidence on it. 
Relative Performance Comparison by CAMEL Model 
CAMEL M o d e l I H S B C iHang Seng IBOCHK 
C for Capital Good Good Good 
Adequacy 
A for Asset Qual i ty“ Good Good Needs improvement 
M for Management Needs improvement Good Good 
E for Earnings Good Good Needs improvement 
L for Liquidity Good In between Lower 
Our conclusion based on CAMEL Model: 
From the relative performance of the three banks under the five CAMEL elements, 
Hang Seng is the best, followed by HSBC, and BOCHK rank last in this analysis. 
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Chapter 4 
Long-term Investment Potential 
Valuation models 
For the investment potential of BOC HK, investors should look at the upside growth 
potential of an emerging markets play, with the downside protection of the HKMA's 
(Hong Kong Monetary Authorities) regulatory abilities. In assigning the bank a 
feasible valuation, they are two approaches - one by plotting price to book against 
38 ROE and another using a discount dividend model . 
Where the former is concerned, 2003 forecasts should be used since they are 
forward-looking, while the 2001/2002 figures are distorted by the up-front costs of 
consolidating one bank and 11 sister banks into a single entity (Nanyang Commercial 
Bank, Limited, Chiyu Banking Corporation Limited and BOC Credit Card 
(International) Limited became subsidiaries of Bank of China (Hong Kong) Limited) 
and, plus the provisioning associated with the carve-out of a significant proportion of 
NPLs. 
38 Bank of China pre-markets IPO 
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Observers say that there is typically a close correlation between price to book and 
ROE and this is exemplified by the respective figures for Hang Seng Bank (P/B 3.5 
and ROE 24%) and HSBC (P/B 2.25 and ROE 14%). Bank of China is said to be 
forecasting an ROE of about 11.5% for 2002 and 16% for 2004. 
Bank of China is well capitalized relative to BIS minimum ratios and reasonably well 
capitalized compared to its domestic peers, which have historically been 
over-capitalized because of difficulties finding new investment opportunities in Hong 
Kong's overcrowded banking sector. 
Bank of China has told analysts that it intends to manage its tier-1 equity by 
maintaining a high dividend and estimates that it will be able to manage a pay out ratio 
of 60% to 70% of net income, while still sustaining ROE. Currently, the bank is said to 
have a total CAR of 14.5% of which tier 1 equity comprises 13.2%. In contrast, Hang 
Seng Bank stands at 15.3% of which tier 1 is 12.3%. 
BOC HK's selling points - cost cutting, cross selling and PRC growth 
The emphasis will be the synergies inherent in its recent consolidation as well as the 
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cost cutting measures that will enhance profitability and the potential for revenue 
growth from its branch network on the Mainland. Branch numbers make the potential 
cost savings from consolidation very clear. Bank of China currently has 340 branches 
in Hong Kong and the IPO vehicle incorporates one branch in Macau and 13 on the 
Mainland. By contrast, HSBC has 169 branches in Hong Kong, while Hang Seng 
Bank has 150. 
And with a 3.7 million bank accounts and an estimated customer base of 3.2 million 
(some customers hold more than one account), the potential for cross selling across the 
whole bank is equally clear. One of the overriding trends of the Hong Kong banking 
market is the bias towards larger banks, which can capture market share by providing 
one-stop-shopping for financial services. Since the initial investment this requires is so 
costly in terms of IT systems and branding, it is consequently harder for smaller banks 
to recoup some of the costs by gaining economies of scale and as a result many are 
becoming increasingly marginalized. 
Outside of Hong Kong, the growth potential of the Mainland is also likely to be 
emphasized as China opens up RMB banking in advance of WTO; and Bank of China 
expands its Mainland branch network - currently cluster in the coastal provinces and 
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previously confined to facilitating cross border trade for its Hong Kong clients. 
The bank is also likely to emphasize that new and centralized risk management 
systems will reduce NPLs that stand far higher than the Hong Kong average. The IPO 
prospectus will show a post carve-out ratio of 9.5% following the transfer of HK$11.4 
billion ($1.47 billion) NPLs at book value to an AMC under the Beijing-based parent. 
Without the carve-out the bank would have found it very hard to market the offering, 
since the Hong Kong banking sector averaged 5.03% at the end of the first quarter, 
while-better rated banks such as Hang Seng reported 3.1% levels during 2001. 
Bank of China has announced that it hopes to get the figure down to 8.4% at the end of 
2002 and intends to set aside HK$2.2 billion in provisioning. Moody's banking analyst 
Wei Yen said, "There has been a tremendous amount of change over the last eight to 
nine months and the bank has made a huge investment in risk management systems. 
Management is trying very hard and I think we will definitely see some improvement 
in the quality of loans going forward." 
For flind managers, buying Bank of China will be necessitated in the long-term by its 
MSCI weighting. However, since there is a 24-month discretionary period before it is 
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included, some may conclude that it will be safer to watch its short-term secondary 
market performance before making a full investment decision. 
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Comparison of share prices 




Interpretation for diagram 1: 
The time frame for the diagram started from 1 January 1993 to 31 December 2002. It 
is clear that HSBC outperformed both Hang Seng Index and its subsidiary - Hang 
Seng Bank. 
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1 -year prices comparison of HSBC, Hang Seng Bank Limited and BOC HK Branch to 
have a snapshot. 
Graph 
Source: DataStream 
Interpretation for diagram 2 
BOCHK listed on 25 July 2002. The most volatile stock is HSBC, while Hang Seng 
Bank is relatively more stable among the three banks. 
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Current Financial Situation 
The current financial situation will be studied, including financial ratios, and 
stock prices. 
Financial Year Endl HSBC Hang Seng BOCHK 
Date: 31/12/2001 
Net Asset Value H ^ HKD 
358,544,000,000 45,071,000,000 89,868,000,000 
Net Profit ( L o s s ) H ^ H ^ H ^ 
42，167,000,000 10,114,000,000 2,768,000,000 
Earnings per Share HKD 4.5653 HKD 5.2902 HKD 0.262 
Closing Price as at HKD 91.25 HKD 85.75 HKD 8.5 
31/12/2001 (IPO price) 
Price / Book value 23 3.5 1.6 
(Source: 2001 Annual Reports of HSBC, Hang Seng and BOCHK) 
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The figure below shows the values (P/B ratio) and returns (ROE %) of the listed 
banks: 
(ROE %) 
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Bank Industry Outlook 
We do not expect to see any significant increase in demand for corporate lending in 
2003，as the benefit of any recovery in the US is not likely to benefit Hong Kong until 
well into the second half. However, we do expect the level ofNPLs to continue to fall 
as the economy recovers slowly. However, if unemployment continues to rise 
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significantly, then there is a risk that credit card margins will diminish. As there is still 
a high level of "negative equity" in the mortgage portfolios, this has the potential to 
increase banks' losses significantly. 
Falling interest rates combined with the lack of good lending opportunities have 
brought margins under growing pressure. Overall, however, we believe margins will 
fall, as banks will not generally be able to repeat the considerable benefits gained in 
earlier years. 
The trend towards unit trusts and other investment product sales should continue so 
that the contribution from non-interest income is expected to increase. We do not 
foresee any significant rise in the contribution from trade finance or stock-broking fees 
and would not expect to see a repeat of the profits on sales of investment securities. 
Overall, the increase in non-interest income is not therefore expected to be dramatic. 
With pressure on operating income, controlling operating expenses is still important. 
Consolidation in the Hong Kong banking market is far from over. Although there are 
short-term costs involved in acquisitions and it takes some time to realize synergies, 
we believe only bigger banks will be able to achieve the economies of scale in 
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delivery and processing to maintain return on equity, now that mortgages are a 
commodity and the interest rate rules have been removed. The planned introduction of 
a deposit insurance scheme with risk-adjusted premiums will also favor the bigger 




Conclusions and Recommendations 
Which one, HSBC, or Hang Seng Bank Limited, or Bank of China, HK Branch, is 
performing better, and will perform better in short run and long run? 
Take HSBC as an example, its P/E ratio is between 7.37X to 25.99X for the past 10 
years^o. The investors will assign different investment value to it at different times. 
The difference is determined by the investment "atmosphere", the rumors or 
information circulated in the market and different performance expectation etc. When 
investors are optimistic about the future, they will assign a higher P/E to HSBC, and 
vice versa. 
We have collected research reports from different brokerage firms, their 1-year target 
price vary substantially. Salomon Smith Barney's price target for HSBC is $73, while 
Dao Heng Securities' target price is The difference is due to the assumptions 
and financial models used in the calculations. 
40 Apple Daily 
41 Apple Daily 
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Because of the recent outbreak of the US-Iraq War and the Atypical Pneumonia 
(SARS), it is difficult to estimate the effects of both events on the three stocks and 
their target price in the long term. 
Early April 2003, Goldman Sachs concerned about the impact of Atypical Pneumonia 
on Hong Kong's economic growth. Its research report lowered BOCHK's EPS 22.7% 
to HKD 0.59 and BOCHK's 1-year target price to HKD 8.7 (from HKD 9.8). The 
report also suggested holding Hang Seng Bank. 
Close as at 4 Apr Dividend Yield Weighting in HSI 
Stock 03 (%) P/E Ratio (%) 
HSBC Hldgs $82.75 ^ 
Hang Seng Bank $79.75 ^ 15.31 ^ 
BOC Hong Kong $8.30 ^ 3A5 
(Source: HSI Service Limited) 
In short term, the stock market has reflected the factor of the US victory in the Iraq 
War, but the investment is affected by the Atypical Pneumonia, please refer to the table 
on next page: 
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Severe Short Sale of Bank Shares on lO"" April, 2003 (Thursday) 
Bank No. of Short Amount of Amount of Percentage of 
Sale Shares Short Sale Transaction Short Sale of 
(10,000) Transaction % 
HSBC (0005) 90.68 74.95 0.735 
Million Billion 
Hang Seng Bank 267.7 0.208 0.577 
(0011) Billion Billion 
BOCHK (2388) 47T6 0.14 Billion ^ 
Million 
Wing Hang Bank 47^9 
(0302) Million Million 
Bank of East Asia 96.06 52m ^ 
(0023) Million Million 
(Source: Ming Pao, April, 2003 (Friday)) 
According to Standard & Poor's, in short run, the banks in HK will face financial 
pressure, it is because bank business will be affected, and the risk of bad debt loan will 
increase. 
According to J.P. Morgan Chase & Co，s Security Report: Wealth Management and 
Credit Card business are affected by Atypical Pneumonia most obviously, because the 
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two types of business need face to face interview with customers. It predicted that 
Hang Seng (And Dah Sing Bank, 0440) would be most severely affected, because the 
two banks have higher proportion when compare to other banks. 
HSBC 
Because of the recent acquisition of Household International, HSBC will need to issue 
around 14% of new shares. It is estimated that a large proportion of the Household's 
shareholders may dump HSBC shares because they are not allowed to hold non-US 
stocks (e.g. some institutional investors or mutual funds). The new shares will start to 
trade on 1 April 2003 and. The disposal may be rigorous but may be offset by the 
portfolio rebalance of global and regional funds (e.g. Hong Kong Tracker Fund 
(2800)). Its new dividend on quarterly basis is favorable to the investors. 
Hang Seng 
Because of its attractive dividend yield, high profitability, good asset quality, high 
operation efficiency and strong management team, we believe that Hang Seng should 
be able to outperform the current volatile market. We believe that Hang Seng is able to 
maintain its stock price at the 5-year average P/E of 17X. It should be treated as a 
defensive stock with attractive dividend payout. 
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BOCHK 
Its main competitive edge over the other players is its China market exposure 
supported by its parent. For example, even after the WTO accession, the foreign 
financial institutions (like HSBC and Hang Seng) are subject to constraints in 
establishing the branches in China. Other players are only at the outset of partnering 
with other Chinese banks to strengthen their branch network in China. However, 
BOCHK has already a firm footing in China backed by its parent banks' 13,000 
branches and its 14 branches there. 
In addition, it is well positioned to benefit from the increasing business flow due to the 
growing integration between Hong Kong and China. Products targeting this 
development include the recently launched BOC Prestige Banking service and the 
Great Wall Card^l 
Which bank is your favorite? It really depends on your risk adjusted preference! 
Hang Seng - If you are looking for a local company with steady growth and high 
dividend yield, then Hang Seng is your choice. 
42 South China Research Report 
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HSBC - If you are looking for multinational company that target to continuously 
expand globally, then HSBC is your choice. However, it is subject to the fluctuating 
economic situations in different continents because of its diversification. 
BOCHK - If you are looking for China affiliated company that with prestige over 
other foreign banks, then BOCHK is your choice. However, you have to bear the 
higher NPL ratio than the bank industry average. 
As a conclusion, no matter which of the above bank stocks you buy, it is better than 
merely deposit the money in the respective bank's saving account (0.01% per annum) 
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